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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor
of the Students’ Department.]
Examination in Accounting Theory and Practice—Part II
November 15, 1935, 1:30 P. M. to 6:30 P. M.
Solve problems 1 to 5 and two of the four problems 6 to 9.
No. 3 (18 points):
Company D makes ferro-chrome at a cost of $127 a ton. The product is
sold to Company F at $160 a ton.
Company E makes spiegeleisen (ferro manganese) at a cost of $71 a ton.
This is sold to Company F at $90 a ton.
Company F makes steel, some being Bessemer steel and some open-hearth
chrome steel, using products of Companies D and E.
Its manufacturing statistics show:
Bessemer:
Materials—
Pig...................................................................... 105 tons
Spiegeleisen............................................................
6 “

Loss of weight in manufacturing............................

111
11

Tons of ingots produced...........................................

100 “

“
“

Chrome steel:
Materials—
Pig......................................................................
65 “
Scrap......................................................................
20 “
Ore.........................................................................
10 “
Ferro-chrome.........................................................
15 “

Loss of weight in manufacturing.............................

110 “
10 “

Tons of ingots produced........................................... 100 “
It is further shown that in converting ingots into shapes there is a further
loss of 10 per cent. of the weight of the ingots.
The inventory of Company F shows:
370 tons spiegeleisen
1,200 tons ferro-chrome
9,000 tons Bessemer shapes
23,000 tons Bessemer ingots
18,000 tons chrome steel shapes
46,000 tons chrome steel ingots.
The total inventories before adjustment are:
Company D.................................................. $ 120,000.00
“
E...................................................
315,000.00
“
F...................................................
7,330,000.00
$7,765,000.00
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What is the value of the consolidated inventory after eliminating the inter
company profit?
Solution:

Statement showing the intercompany profit in the
inventory of Company F

Inter
company
profit

Spiegeleisen:
Cost to Company F...................... $ 90,00 per ton
Cost to Company E...................... 71.00
Profit to Company E................ $ 19.00 per ton

Inventory quantity...................

370 tons

Intercompany profit (370 X $19)........................................... $
Ferro-chrome:
Cost to Company F...................... $160.00 per ton
Cost to Company D..................... 127.00

7,030.00

Profit to Company D................ $ 33.00 per ton

Inventory quantity.............................................. 1,200 tons
Intercompany profit (1,200 X $33)........................................
Bessemer shapes:
The problem states that “in converting ingots into shapes
there is a further loss of 10 per cent. of the weights of the
ingots.”
Hence, for every 90 tons of shapes (100 minus 10%) produced,
6 tons of spiegeleisen are used.
The 9,000 tons of Bessemer shapes in the inventory contain
(9,000 ÷ 90 X 6) 600 tons of spiegeleisen.
The profit per ton of spiegeleisen is $19 as shown above.
The intercompany profit is (600 X $19)..................................
Bessemer ingots:
For every 100 tons of Bessemer ingots produced, 6 tons of
spiegeleisen are used.
The 23,000 tons of Bessemer ingots in the inventory contain
(23,000 ÷ 100 X 6) 1,380 tons of Spiegeleisen.
The profit per ton of Spiegeleisen is $19 as shown above.
The intercompany profit is (1,380 X $19)...............................
Chrome steel shapes:
For every 90 tons of chrome steel shapes converted (100 —10%
for conversion) 15 tons of ferro-chrome are used.
The 18,000 tons of chrome steel shapes in the inventory contain
(18,000 ÷ 90 X 15) 3,000 tons of ferro-chrome.
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The profit per ton of ferro-chrome is $33 shown above.
The intercompany profit is (3,000 X $33)...............................

99,000.00

Chrome steel ingots:
For every 100 tons of chrome steel ingots produced, 15 tons
of ferro-chrome are used.
The 46,000 tons of chrome steel ingots in the inventory contain
(46,000 ÷ 100 X 15) 6,900 tons of ferro-chrome.
The profit per ton of ferro-chrome is $33 as shown above.
The intercompany profit is (6,900 X $33)............................... $227,700.00
Total intercompany profit in inventory........................ $410,950.00
The value of the consolidated inventory after eliminating the intercompany
profit is.
Total inventories before adjustment.......................... $7,765,000.00
Deduct intercompany profit.......................................
410,950.00

Consolidated inventory...............................................

$7,354,050.00

An alternative computation of the intercompany profit in the inventories
follows:
Inter
Quantities
company
profit
Spiegeleisen Ferro-chrome
Profit to Company E ($19 per ton):
On hand.....................................
370 tons
Bessemer shapes:
To produce 9,000
tons of shapes. . 10,000 tons
of ingots were re
quired.
Bessemer ingots on
hand................ 23,000
Total.............. 33,000 tons

As 6 tons of spiegeleisen are used
for every 100 tons of ingots pro
duced, the quantity of spiegel
eisen in the shapes and ingots is
(6% of 33,000 tons)................... 1,980
Total..................................

2,350 tons

The intercompany profit is (2,350
$ 44,650.00
X $19) .....................................
Profit to Company D ($33 per ton):
1,200 tons
On hand.....................................
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Quantities

Spiegeleisen Ferro-chrome

Inter
company
profit

Chrome steel shapes:
To produce 18,000
tons of shapes.. 20,000 tons
of ingots were re
quired.
Chrome steel ingots
on hand.................. 46,000 tons

Total.............. 66,000 tons

As 15 tons of ferro-chrome are
used for every 100 tons of ingots
produced, the quantity of ferro
chrome in the shapes and ingots
is (15% of 66,000 tons)............

9,900 tons

11,100 tons

Total..................................

The intercompany profit is (11,100
X $33).......................................

Total intercompany profit
in inventory...............

$366,300.00
$410,950.00

No. 4 (12 points):
On January 1,1934 a partnership was formed by Payson, Coleman and Burtis.
They agreed to contribute $25,000 each, the profits to be shared equally.
Coleman, however, put in only $15,000 while Payson put in $35,000 but Burtis
did as agreed. Interest at 6% was to be paid on these capital differences and
settled between the partners. No interest was to be credited on capital but
they were to be charged 6% on drawings. At the close of the year 1934 the
interest on drawings was: Payson $425, Coleman $275 and Burtis $315. The
firm then owed $50,000 on a note dated August 31, 1934, and due August 31,
1936, interest payable semi-annually at the rate of 6% per annum. The
partnership was on a calendar year and accrual basis.
Coleman bought for his own account on January 2, 1934, $15,000 of good
4½% municipal bonds and $15,000 of good 5% public utilities bonds. The
interest on the municipal bonds was due January 1st and July 1st; interest on
the utility bonds was due April 1st and October 1st. On March 15th he bor
rowed for himself $20,000 at 6% with these bonds as collateral ($10,000 on
each block of bonds) and his loans were renewed on July 15th and November
15th. Coleman's individual tax return was on a cash basis.
How should the interest be reported on the partnership’s and Coleman’s
federal income-tax returns?

Solution:
The interest to be shown in the partnership return of income which is to be
reported on the accrual basis is shown on the following pages.
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Income:
Item 5—interest on bank deposits, notes, etc.............................. $1,015.00
This item is the sum of the interest credits on the
drawings of the partners:
Payson............................................................ $ 425.00
Coleman...........................................................
275.00
Burtis................................................................
315.00

Total............................................................. $1,015.00

Deduction:
Item 16—interest on indebtedness...............................................
This item is the amount of the interest accrued on the 6% bank
loan at August 31, 1934, in the amount of $50,000. Inter
est at 6% on $50,000 for 4 months is $1,000.
Net......................................................................................

1,000.00

15.00

The interest to be shown in the individual return of Coleman, whose income
is to be reported on the cash basis, is shown below:

Income:
Item 3—interest on bank deposits, notes, etc................................$ 562.50
This item was determined as follows:
Coupons on public utilities bonds received on
April 1st, and October 1st............................... $ 750.00
Less: interest accrued thereon for the period Janu
ary 1st to April 1st..........................................
187.50
Net...................................................................

$ 562.50

Item 5—income from partnerships, etc........................................ $

5.00

This item is Coleman’s share of the net interest
credit of $15 reported in the partnership return.
(⅓ of $15)
Deductions:
Item 13—interest paid.................................................................. $1,275.00

This item is made up of the following:
Interest on partnership drawings................... $ 275.00
Interest paid to Payson on capital adjustment;
Payson’s capital.............................. $35,000.00
Coleman’s capital............................ $15,000.00

Coleman paid interest at 6% on the $10,000
(which he was short) to Payson....................
600.00
(The problem states that the interest on the
capital differences was to be paid and settled
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between the partners. It is assumed that the
interest was actually paid by Coleman to
Payson)
Interest paid on money borrowed ($10,000) for
which the utilities bonds were pledged as col
lateral. (6% of $10,000 paid on July 15th
and November 15th)....................................

400.00

Total............................................................. $1,275.00
Non-taxable income:
Schedule D (a):
Interest received on $15,000 of 4½% municipal bonds on
July 1,1934.........................................................................
$337.50

(The coupon due January 1, 1935, should be reported in the
return for 1935)
Note.—The interest paid on the loan of $10,000 which was secured by the
municipal bonds is not a deductible expense under article 23 (b) of regulations
86. This article is briefed in the instructions on page 4 of the individual re
turns (form 1040), under the caption 13—interest paid, as follows:
“Do not include interest on indebtedness incurred or continued to purchase
or carry obligations (other than obligations of the United States issued after
September 24, 1917, and originally subscribed for by the taxpayer) the inter
est upon which is wholly exempt from taxation.”
No. 5 (10 points):
The unaudited accounts for the year 1934 of the Bilt-Well Furniture Com
pany are as follows:
Balance-sheet—December 31, 1934.
Assets
Cash.................................................................
$ 8,000
Accounts receivable.........................................
50,000
Inventory.........................................................
343,000
$401,000
Liabilities
Notes payable..................................................
$ 25,000
Trade creditors................................................
45,000
Reserve for bad debts......................................
8,000
Capital stock....................................................
150,000
Surplus.............................................................
173,000
$401,000
Surplus and profit-and-loss account year ended
December 31, 1934.
Sales..................................................................... $230,000
Cost of sales..........................................................
183,000
Gross profit..................................................
$ 47,000
Expenses..............................................................
$ 72,000
Bad debts.............................................................
16,000
$ 88,000
Loss for the year.......................................... $ 41,000
Surplus at January 1, 1934.................................
214,000
Surplus at December 31,1934........................... $173,000
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An examination discloses that at the end of the year 1934 the following ad
justments are necessary:
To reduce inventory to market by..................... $125,000
To increase reserve for bad debts by.................
8,000
To set up the liability for:
Commissions payable to salesmen..................
5,000
Sundry expenses..................................................
2,000
The examination further reveals the following adjustments at the beginning
of the year that were accepted by the company but had not been taken up
on the books:
Reduction of inventory to market...................... $100,000
Increase of reserve for bad debts........................
19,000
Provisions for:
Unrecorded liabilities................................... $ 3,000
Commissions due salesmen..............................
1,500
Prepare adjusted accounts.
Solution:

Bilt-Well Furniture Company
Working papers—December 31, 1934
Balances
Adjustments
before
adjust
ment
Debit
Credit

Balances
after
adjust
ment

Assets:
Cash.................................. $ 8,000
50,000
Accounts receivable..........
343,000
Inventory.........................

$ 8,000
50,000
$125,000 (1) 218,000

Totals........................ $401,000

$276,000

Liabilities and net worth:
Notes payable.................. $ 25,000
45,000
Trade creditors................
Commissions payable to
salesmen........................
Sundry expenses payable .
8,000
Reserve for bad debts.......
Capital stock.................... 150,000
Surplus.............................. 173,000

$ 25,000
45,000
5,000 (2)
2,000 (3)
8,000 (4)
(see below)

$276,000

Totals........................ $401,000
Surplus and profit-and-loss account:
Sales.................................. $230,000
183,000
Cost of sales.....................

$125,000 (1)

Bad debts.........................

16,000

100,000 (5)

$230,000
208,000

$ 22,000

Gross profit............... $ 47,000
Expenses........................... $ 72,000

5,000
2,000
16,000
150,000
33,000

5,000 (2)
2,000 (3)
8,000 (4)

3,000 (7)
1,500 (8) $ 74,500
5,000
19,000 (6)

Total expenses.......... $ 88,000

$ 79,500

$ 41,000

$ 57,500

Loss for the year...............
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Surplus at January 1,1934

214,000

100,000 (5)
19,000 (6)
3,000 (7)
1,500 (8)

90,500

Surplus at December 31,
1934.............................. $173,000
Total adjustments.. .

$ 33,000
$263,500

$263,500

Explanations of adjustments
(1)
$125,000
Cost of sales....................................................................
Inventory.................................................................
To reduce the inventory at December 31, 1934, to
market value.
(2)
5,000
Expenses..........................................................................
Commissions payable to salesmen...............................
To record the commissions payable to salesmen at
December 31, 1934.
(3)
2,000
Expenses..........................................................................
Sundry expenses payable.............................................
To record the liability for sundry expenses at
December 31, 1934.
(4)
8,000
Bad debts........................................................................
Reserve for bad debts..................................................
To increase the reserve for bad debts at December
31, 1934.
(5)
100,000
Surplus.............................................................................
Cost of sales.................................................................
To adjust the cost of sales by the amount of the
over-statement of the inventory at January 1, 1934.
(6)
19,000
Surplus.............................................................................
Bad debts....................................................................
To adjust the accounts for bad debts applicable to
periods prior to January 1, 1934.
(7)
3,000
Surplus............................................................................
Expenses......................................................................
To adjust the expenses for the unrecorded liabili
ties at January 1, 1934, which were charged to ex
penses during the current year. (8)
Surplus.............................................................................
Expenses......................................................................
To adjust the expenses for the unrecorded com
missions payable to salesmen at January 1, 1934,
which commissions were charged to expenses dur
ing the current year.
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Exhibit A
Bilt-Well Furniture Company

Balance-sheet—December 31, 1934
Assets
Current assets:
Cash................................................................................. $ 8,000
Accounts receivable........................................ $ 50,000
Less: reserve for bad debts............................
16,000
34,000
Inventory........................................................................

218,000

Total assets................................................................

$260,000

Liabilities and net worth
Current liabilities:
Notes payable........................................................
$ 25,000
Trade creditors................................................................
45,000
Commissions payable to salesmen.................................
5,000
Sundry expenses payable................................................
2,000
Total liabilities........................................................
$ 77,000
Net worth:
Capital stock............................................................... $150,000
Surplus (exhibit B).........................................................
33,000
Total net worth.......................................................

183,000

Total liabilities and net worth............................

$260,000

Exhibit B

Bilt-Well Furniture Company
Statement of profit-and-loss and surplus accounts for the year ended
December 31, 1934
Sales..................................................................................... $230,000
Deduct: cost of sales............................................................ 208,000

Gross profit..............................................................
Deduct:
Expenses...................................................................... $ 74,500
Bad debts........................................................................
5,000

$ 22,000

79,500

Net loss for the year...........................................................
Surplus at January 1, 1934 (as adjusted).........................

$ 57,500
90,500

Surplus at December 31, 1934...........................................

$ 33,000
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No. 6 (5 points):
A company refunds a bond issue of $5,000,000 principal amount of 6½%
bonds, due five years hence, on which there is still an unamortized debt dis
count and expense of $250,000, by the issuance of $5,500,000 principal amount
of 5½% twenty year bonds at 90. The difference between the amount of cash
necessary to retire the old bond issue and the amount produced by the refund
ing bonds is supplied from the general funds of the company. The expenses
of the new issue are $50,000.
Discuss briefly three procedures which may be followed by the company to
dispose of the unamortized debt discount and expense applicable to the old
issue and list them in the order of your preference.

Solution:
(1) The discount of the old bonds should be added to the discount and ex
penses of the new issue, and that total spread over the life of the new bonds.
While this method is the least conservative of the three, I believe that it ac
curately records the cost of the new issue. The company, in its consideration of
the merits of the proposal to issue new bonds must have considered the un
amortized bond discount of $250,000 on the old issue in arriving at its decision
to refinance, much in the following manner:
Old issue
New issue
$5,000,000 $5,500,000
Bonds outstanding..................................................
Coupon rate.............................................................
5½%
6½%
$ 325,000 $ 302,500
Annual interest........................................................
Using the straight-line method of writing off the unamortized bond discount,
we find that the annual interest cost (effective interest) is:
Old issue
New issue
Bond discount on old issue:
$250,000÷ 5 years..............................................
$ 50,000
$250,000÷20 years..............................................
$ 12,500
Bond discount on new issue:
$550,000-5-20 years..............................................
27,500
Expense ($50,000÷20)............................................
2,500
Bond discount to be written off annually................
Coupon interest.......................................................

$

Total annual interest charge..................................

$ 375,000

Annual rate on bonds outstanding..........................

50,000
325,000

$

42,500
302,500

$ 345,000
6.273%

Even though we carry over the unamortized discount on the old bonds, as a
part of the cost of the new bonds, the effective interest rate is lower on the new
bonds. Another point to consider is, what would we do with the unamortized
bond discount if, instead of refunding, the company secured an extension in
the life of the old bonds to mature twenty years from date? Would we not
spread the $250,000 over the twenty years?
(2) The portion of the unamortized bond discount applicable to the current
period would be charged to current expense (interest), and the remaining bal
ance written off to surplus. This method is the most conservative.
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(3) The procedure of writing off the unamortized bond discount on the old
issue over the next five years (even though the bonds have been refunded and
retired) is neither this nor that. There can be no justification for charging
the next five years with an interest cost after the bonds have been retired.
No. 7 (5 points):
A company with a capital of $25,000,000 contracted for the construction of
a new building at its factory. This contract was formally authorized and ac
cepted by the board of directors. Construction commenced in October, 1934,
and at December 31, 1934; the engineers estimated that in addition to the pay
ments already made to the contractors, $2,500,000 was necessary to complete
the building.
What disclosure do you deem necessary on the December 31, 1934, balancesheet—
1. If the company’s cash balance is adequate and no new financing is in
tended and
(a) in case the amount has been formally appropriated
(b) when not definitely appropriated.
2. If arrangements had been completed early in January, 1935, to raise the
$2,500,000 through an issue of bonds.
Solution:
1. Accepting the engineer’s estimate of the cost to complete the building as
reliable, I would increase the account “building under construction” by
$2,500,000 and show the same amount as a current liability. My reason for
showing it as a current liability is that it is obvious that the building, to be of
any use, must be completed, and the additional cost paid within a year.
Under (a), the directors formally appropriated $2,500,000 of cash which
should be earmarked on the balance-sheet. Under (b), the cash would not be
segregated in the balance-sheet.
2. The account "building under construction” should be increased by the
$2,500,000 and the liability should be shown below the current liability section
with a reference to the footnote on the balance-sheet. This footnote should
state that the arrangements had been completed on January, 1935, to secure
the $2,500,000 through an issue of bonds (which should be fully described).
No. 8 (5 points):
A manufacturer of refrigerators had 4,000 units of a 1933 model on hand at
December 31, 1934. In February, 1935, prior to the completion of your audit,
these units were disposed of as a job lot for $50,000. Their original cost had
been $310,000 and their inventory value at December 31, 1933, was $248,000.
Assuming that the offer had been under consideration prior to December
31, 1934, what would be your opinion of the contention that, since no fair
market value existed at the end of the year, the original cost of $310,000 should
be restored as the inventory value? Would your conclusion concerning the
proper valuation in the balance-sheet of December 31, 1934, be modified if
the offer had not been received until February?
Solution:
If the inventory were increased to $310,000 at December 31, 1934, from the
valuation of $248,000 at December 31, 1933, a profit of $62,000 would be taken
up in the accounts for the year, even though none of the refrigerators were
sold during the year. Increasing a valuation on the same inventory is not good
accounting practice.
I would use a valuation of $50,000 less any expenses to complete the deal.
This valuation is the best obtainable in that it is based upon a sale within a
relatively short period of the balance-sheet date.
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No. 9 (5 points):
1. Define a co-insurance clause in an insurance policy.
2. A company carried $50,000 insurance. The policy contained a co-insur
ance clause stating that the insured agreed to carry insurance to the amount
of 80% of the value of the company’s insurable assets or become a co-insurer.
The company had a fire loss amounting to $40,000. The insurable assets at
the time of the fire amounted to $100,000. How much insurance is the com
pany entitled to collect from the insurance company?

Solution:
(1) A co-insurance clause is a clause in an insurance policy which provides
that the insured, in consideration of a reduction in the rate, consents to carry
insurance in an amount equal to a stated percentage of the value of the prop
erty. Failure to carry an amount of insurance equal to his co-insurance
requirements, the insured is a co-insurer with the company and must bear his
pro-rata portion of the risk.
(2) Insurable assets................................................................ $100,000
Co-insurance rate............................................................
80%
Amount of insurance which should have been carried.... $ 80,000
Amount of insurance actually carried..................
$ 50,000
Amount of loss................................................................. $ 40,000
The insurance company is liable for:
50,000
X$40,000, or.................................................. $ 25,000
80,000
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